Co-creation: 

A new source of value 

By Ajit Kambil, G. Bruce Friesen and Arul Sundaram 

The Internet has radically altered the proposition that listening to 
your customers can help you improve your products and services. 
Customers are now able to be so intimately involved in the 
development and usage of what you have to sell that they can 
become co-creators of value. But there are certain things you need 
to do to make this newly enhanced relationship successful. 



When Italian automaker 
Fiat wanted to test new 
design concepts for its 
Punto, it invited potential customers 
to visit the Fiat Web site and select 
from an array of features. More than 
3,000 people participated. As a re- 
sult, Fiat was able to capture valuable 
insight into the likes and dislikes 
of a targeted consumer group, test 
different design concepts at low 
cost and design a car far more 
reflective of customer preferences. 
For their part, customers got a car 
closer to what they actually wanted. 

What Fiat has discovered is a new 
way to create value. It's in good 
company: These days. Wall Street 
darlings like Amazon.com, America 
Online, Cisco Systems, Dell, eBay, 
Yahoo! and other electronic com- 
merce innovators are partnering 
with their customers to co-create 
value and, indeed, are capturing 
greater value than either party could 
have created independently. Co- 
creation is also leading to a rebirth 



of customer loyalty, a fragile con- 
cept in a world where customers are 
only a mouse click away from a 
better deal. 

Co-creation adds a new dynamic to 
the producer/customer relationship 
by engaging customers directly in 
the production or distribution of 
value. Customers, in other words, can 
get involved at just about any stage 
of the value chain. Some managers 
hken the transformation to turning 
customers into "employees." Con- 
sequently, managers must learn new 
techniques to motivate customers to 
co-create value as well as ways to 
successfully monitor and manage the 
process along the way. 

Co-creation is not unique to the 
electronic economy. Examples can 
also be found in the traditional econ- 
omy. Furniture retailer IKEA sells at 
steeply discounted prices, profiting 
from co-creation by encouraging 
customers to provide their own prod- 
uct transportation and assembly ser- 



vices. Meanwhile, customers benefit 
from the lower costs. 

However, better and cheaper commu- 
nications and computing, plus relent- 
less competition to deliver greater 
value to customers, are expanding 
the possibilities for co-creation in the 
eEconomy. New communications 
devices and the Internet allow broad 
communities of interest to coalesce 
around specific products and ser- 
vices. Microprocessors embedded in 
appliances make it possible to adapt 
them to the needs of specific cus- 
tomers. And as goods and services in 
which information is a key compo- 
nent become more valued, customer- 
created content, knowledge and 
opinion become vital assets. 

Loyal fans 

Consider how a few companies are 
using co-creation to build value or 
customer loyalty. On the Cisco 
Systems Web site, an onhne utility 
permits customers to reduce down- 
stream installation costs by co- 
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The new customer-value equation 

Customer value is usually defined as the difference between perceived bene- 
fits and perceived costs-a broad definition not always useful when the object 
of the exercise is to understand exactly how value is created. We define value 
in terms of the interaction of three variables: specific customer needs, the 
attributes of a product or service and the overall cost (the sum of price, risk 
and effort). 

The needs, attributes and costs should be considered not just in relation to 
specific products or services but also across the five processes that customers 
take part in: buying, using, selling/disposing of a product or service, integrating 
multiple products to fulfill needs, and co-creation. A number of examples from 
the computer industry illustrate these interactions. Dell adds value in the buy- 
ing process by meeting the customer need for customization and low cost by 
selling computers direct that are built to order. Software companies like 
Microsoft meet the need for convenience in the use process by making soft- 
ware available online for download. Gateway has dispensed with the customer 
need to sell/dispose of obsolete computers by allowing customers to upgrade 
their computers easily rather than get rid of them. Computer manufacturers 
like Compaq are meeting the customer need for convenience in the integration 
process by opening stores on the Web that simplify the purchase of related 
products that customers can use with their computers. We have cited several 
examples of the co-creation process in the main story. 

Customer value is realized when product or service attributes match specific 
customer needs arising from any of the above processes at a cost considered 
reasonable by the customer. The greater the fit, the greater the customer 
value created. Value, in other words, is very much in the eye of the beholder. 
Nevertheless, electronic commerce forces managers to rethink the value 
equation critically by creating new opportunities to fulfill customer needs 
while taking into account what they are willing to pay along each of the 
five processes. 



Customer loyalty 
is a fragile concept 
in a world where 
customers are only 
a mouse click away 
from a better deal. 



creating features on the routers they 
purchase. Cisco Systems generated 
42 percent of its $3.8 bilHon in 
1998 revenue in part through the 
sale of such co-created products. 

Red Hat, a company with investors 
like IBM and Dell, is seeking to com- 
mercialize a co-created product— the 
Linux computer operating system. 
Its creator, Linus Torvalds, first 
released Linux as free software 
on the Internet in 1991. Since then, 
thousands of users and individual 



programmers have enhanced the 
features of the operating system, 
creating a robust cross-platform 
system estimated to run on more 
than 10 million company systems. 

Despite its unconventional co- 
creation history and the fact that 
Linux has no single owner, several 
companies hke Red Hat are creating 
valuable businesses providing techni- 
cal support and apphcations for 
Linux. IBM, Netscape and Corel have 
all created applications for this prod- 
uct. The ongoing co-creation of 
Linux by thousands of loyal users 
has propelled it to the point where 
it's considered a serious competitor 
to more established and commercial- 
ly distributed operating systems. 

Cisco Systems and Red Hat each have 
made choices to capture the value of 
co-creation at various stages of the 
value chain. Why aren't more compa- 
nies and customers co-creating value 
actively in the emerging eEconomy? 
For one thing, it's not as easy as it 
looks. Cheaper information exchange 
does not necessarily translate to co- 
created value unless companies care- 
fully manage the risks and create 
effective partnerships with customers. 
Even innovators can trip up. 

Take Amazon.com. The online book- 
seller has embraced co-creation from 
its beginnings, encouraging readers 
to post their reviews for others to 
read and building a retail community 
by offering a 3 percent commission 
to customers whose Web sites direct 
sales to Amazon.com. However, 
when it became known that 
Amazon.com was giving publisher- 
paid prominence to specific books 
without clearly labeling them as 
such, it ran afoul of an unwritten 
rule in co-creation: Don't sell co- 
created value to third parties with- 
out advance notice to or the consent 
of your customers. 



As a result of the criticism it 
received, the company quickly made 
clear which books were being explic- 
itly promoted through fees from pub- 
lishers and offered refunds to cus- 
tomers for any books they may have 
purchased under the old system. The 
company publicly admitted that it 
received "expressions of concern" 
from customers. By responding 
quickly, it seems to have reestablished 
customers' trust in Amazon.com. 

Clearly, involving customers directly 
in the creation of value involves risks 
for both customer and producer. What 
can you do to manage the risks? First, 
you need to understand what they are. 

Privacy. Internet consumers are 
increasingly concerned about privacy 
risks. Acknowledging this concern, 
IBM, one of the largest advertisers on 
the Web, announced that it would no 
longer advertise on sites that did not 
have exphcit privacy policies. 

Legal. Co-creation can create poten- 
tial legal risks for both customers 
and producers. This is especially true 
of information or software compa- 
nies that rely on customers for con- 
tent. Both companies and customers 
can unknowingly violate software 
copyrights or other intellectual-prop- 
erty covenants or libel laws through 
the submission of content to a com- 
pany in the co-creation process. 

Brand. Customers can just as easily 
diminish value over the Internet as 
they can co-create it. As illustrated by 
the Amazon.com example, they can 
develop highly specific expectations 
of particular brands. Amazon.com's 
attempt to change its revenue model 
offended many customers, who then 
mobihzed to protest, putting the 
brand's reputation temporarily at risk. 

Again, no one said co-creation is 
easy. Companies and customers also 



have to overcome a number of chal- 
lenges to effectively co-create value. 

Goal divergence. Customers and pro- 
ducers traditionally bring opposing 
objectives to the marketplace; one 
hopes to minimize cost, the other to 
maximize profit. This imparts a win- 
lose dynamic to the relationship— 
what one loses, the other gains. Co- 
creation requires both to rethink their 
relationship; each must be prepared 
to switch to a win-win relationship 
instead. This means setting mutually 
defined shared goals and learning to 
exchange often sensitive information. 

Effort. Co-creation often requires 
greater effort on the part of both 
customer and producer than a tradi- 
tional market interaction. People on 
both sides must think about what 
they want to get out of a cooperative 
relationship. Reducing the cost and 
effort required will greatly enhance 
the hkelihood of success. For exam- 
ple, in the case of eBay, the largest 
and most active auction site on 
the Web, the firm has created an 
extremely easy-to-use service 
through which sellers can post infor- 
mation about items up for auction 
and bidders can place or review post- 
ings about seller reliabihty. eBay 
provides the technology for this 
bustling digital bazaar that hosts 
more than 1.5 milhon auctions every 
24 hours, while users write their own 
listings, provide their own digital 
images and complete the exchange 
process off-site. 

For many participants, eBay has 
become a cost-effective alternative to 
running an antiques shop or fiea mar- 
ket booth as well as a form of interac- 
tive entertainment, allowing users to 
auction off goods on a global basis 
with far less cost and effort than 
required in the offiine world. However, 
as a form of entertainment, eBay 
requires concerted customer effort and 
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Co-creating value 
in the emerging 
eEconomy is not as 
easy as it looks. 



For each step 
in the value chain 
that involves 
customers, managers 
can set measurable 
objectives. 
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participation, while the producer must 
maintain and constantly improve the 
systems technology. 

Equity of returns. Customers and 
producers also can be expected to 
want equitable returns for different 
levels of effort. In the case of infor- 
mation companies Hke America On- 
line, where value may be co-created 
through onhne discussions, there is a 
high potential for free-riding. If con- 
tributors do not perceive an equitable 
reward for their effort, they are likely 
to defect to other forums. 

Fortunately, there are a number of 
ways companies and customers can 
address these risks and challenges and 
build the trust to effectively co-create. 

Define objectives. Before undertaking a 
co-creation strategy, companies should 
clearly define their objectives and 
determine how they want customers 
to affect the value chain. Fiat chose 
product design; Amazon.com chose 
affiliate marketing with customers. 
For each step in the value chain that 
involves customers, managers can set 
measurable objectives— for example, 
the number of new ideas generated or 
product designs tested for a given cost 
at Fiat, or the number of book sales 
through affihates at Amazon.com. 

Select the right co-creators. Not all 
customers will be good co-creators. 
Investment firm Japonica Partners 
has a forum on its Web site that is 
open only to institutional investors to 
discuss research and analysis with 
one another. By Hmiting access, the 
firm ensures a sophisticated level of 
communication. It can then take what 
it learns from the discussions to make 
investment decisions— decisions that 
should be better for its customers. 

Thus, every Web-based enterprise 
must ask: Does the company have 
the right customers with the right 



skills to affect specific elements of 
the value chain? Improvements in 
targeting customers online by demo- 
graphics, psychographics, expertise 
or other variables are helping firms 
enhance co-creation by offering it to 
just the "right" customers. 

Be clear about rights and expecta- 
tions. This is perhaps the most criti- 
cal step in co-creation. Customers 
need to trust producers not to misuse 
the information they provide or 
unfairly exploit the relationship. 
Producers need to actively manage 
customer expectations about how 
the relationship will evolve. 

As Xoom.com, a free Web-hosting 
community with 6.3 million users, 
discovered earlier this year, compa- 
nies may create serious problems for 
themselves when they rely solely on 
a legal contract to specify the rights 
of customers and producers. They 
must also actively identify what 
customers expect from them. 

For example, Xoom.com does have 
the legal right to put advertisements 
on personal home pages. However, it 
has achieved much of its present pop- 
ularity because it doesn't put banners, 
pop-up ads or watermarks on users' 
home pages. When the service tested 
its legal right to do so, many mem- 
bers were incensed and vented their 
anger on the Xoom.com message 
boards. Xoom.com moved quickly 
to appease its consumer audience. 

Control the channels. Producers can 
manage their brand risks by carefully 
selecting customers to support co- 
creation, controlUng the channels for 
presenting information or managing 
co-creation by proxy. Mary Kay, a 
direct seller of beauty products and a 
traditional co-creator that uses select 
customers as its sales force, allows 
key sales agents to create personal- 
ized home pages on the Mary Kay 



Web site to communicate to cus- 
tomers. Agents are not allowed to 
refer to the brand on their own home 
pages. This poHcy allows the compa- 
ny to track how its key co-creators 
present the brand externally. 

Outsource co-creation. If a company 
does not want to assume the risks 
and confront the challenges associat- 
ed with managing co-creation, it can 
sometimes have a third party manage 
the community and still reap the 
benefits. For example, Earthweb 
manages communities and creates 
content for computer professionals to 
help them resolve technical issues 
they encounter in their work. A 
group of computer manufacturers 
supports and sponsors Earthweb— 
effectively leveraging this communi- 
ty builder to create value with cus- 
tomers for after-sale product support. 

Provide capabilities for co-creation. 
Companies must provide customers 
with the right tools and training to 
co-create efficiently. Companies like 
Yahoo!, a search engine, and Geo- 
Cities, a community hosting service, 
provide co-creation opportunities for 
customers— in Yahoo !'s case, in the 
creation of general news and financial 
information that target consumers' 
special interests, and in the case of 
GeoCities, in the creation of personal 
Web pages that are virtually effortless 
to implement. Companies can reduce 
the customer effort that goes into 
co-creation by tailoring their Web 
sites, using clear language and ensur- 
ing that various buttons and choices 
lead to action-oriented outcomes. 

Manage incentives. Finally, compa- 
nies must provide the right reward 
and level of rewards for effective co- 
creation behavior. For example, "Get 
Rich Click," a popular online sweep- 
stakes produced by direct marketer 
Yoyodyne, offered $100,000 in prize 
money; airhnes give customers fare 



reductions by offering discounted 
tickets when they purchase online; 
companies hke Amazon.com give 
customers status by publishing read- 
er-written book reviews; and count- 
less onhne promotions offer the 
chance to win prizes. 

In addition to rewarding customers, 
producers can also create sanctions to 
address legal and brand risks. The 
easiest sanction is to restrict access to 
co-creation opportunities and rewards, 
just as users temporarily lose access 
to America Online's system when they 
use obscenities or improper language 
onhne, thus faihng to uphold the 
company's terms of service rules. 

Seeing customers as partners in the 
creation of value widens the horizons 
of companies entering the eEconomy. 
As intellectual property and relation- 
ship assets become increasingly 
important sources of shareholder 
value, co-creation not only provides 
ways to expand these assets through 
customer involvement, it can also 
lock in those customers to the product 
offering or service. For example, as 
customers create specific home pages 
on portals or manage portfohos on 
specific Web sites, they create infor- 
mation assets tied to these sites. They 
are unlikely to move these assets 
unless the benefit of moving them far 
outweighs their switching costs. 

The effectiveness of co-creation 
will depend on how much value is 
created for both customers and pro- 
ducers. Companies will have to select 
opportunities with the highest poten- 
tial payoff, as well as structure rela- 
tionships to manage risks while 
reducing the effort required to fully 
realize this new value. But that 
potential payoff will be substantial— 
a new source of competitive advan- 
tage that encourages customer loyal- 
ty to a specific value proposition in 
the eEconomy. ■ 
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